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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

GALE, Judge: Respondent determ ned the foll ow ng
deficiencies, additions to tax, and penalties with respect to

petitioners' Federal incone taxes:



Additions to Tax and Penalties
Sec. Sec. Sec. Sec.
Year Deficiency 6653(b)(1)(A) 6653(b)(1)(B) 6653(b) 6663

1987 $59, 943 $44, 957 * - - - -
1988 53, 843 -- -- $40, 382 --
1989 55, 476 -- -- -- $41, 607
1990 47, 368 -- -- -- 35, 526
1991 2,842 - - - - - - 2,132

* 50 percent of the interest due on $59,943.00 for the taxable
year 1987

Unl ess otherwi se noted, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are the Tax Court Rules of Practice and
Pr ocedur e.

After concessions,! the remnining issues for decision are:
(1) Whether petitioners failed to report inconme frompetitioner
Manuel Karcho's wholly owned S corporation of $143,552 for 1987,
$149, 458 for 1988, $160,600 for 1989, $137,976 for 1990, and
$21, 603 for 1991; (2) whether petitioners are liable for
additions to tax for fraud for 1987 and 1988, and for fraud

penal ties for 1989, 1990, and 1991; and (3) whether the period of

! Respondent concedes decreases in the deficiencies of

$21.10 for 1988, $916.73 for 1989, and $733.00 for 1991.
Petitioners concede that they failed to report gross receipts
fromthe sale of soft drinks, candy, and m scell aneous itens of
$16, 428.50 for 1987, $21,230.90 for 1988, $14,241.27 for 1989,
and $9, 269. 70 for 1990. Respondent concedes that petitioners are
entitled to additional costs of goods sold with respect to these
sal es of $9,630.25 for 1987, $11,892.45 for 1988, $8,529.64 for
1989, and $5, 981.85 for 1990.
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limtations on assessnent bars respondent’s determ nations for
each year at issue.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts,
suppl enental stipulation of facts, and attached exhibits.
Petitioners Manuel Karcho and Margaret Karcho are husband and
wife who resided in Southfield, Mchigan, at the tine they filed
their petition. Petitioners filed joint returns for the years in
i ssue.

M. Karcho had em grated fromlran at age 12 and had very
little formal education. Ms. Karcho, who emgrated from Malta
at age 11, conpleted a high school education in the United States
and during the years in issue was enpl oyed as a nenbershi p and
billing system anal yst for a health insurance provider.

During the years in issue M. Karcho, through his wholly
owned S corporation, Banner Amusenent Enterprises, Inc. (Banner),
owned and operated an anusenent arcade called the Space Station.
M. Karcho had previously been enployed as a nanager of the Space
Station before purchasing all of the stock of Banner in 1985 for
$25,000 in cash and a $25,000 note to the seller. M. Karcho
continued to nmanage the operations of the arcade during the years
in issue, with sone part-tinme help. The arcade was open 7 days a

week.



The arcade generated incone primarily through the operation
of approximately 40 to 45 el ectronic ganmes nai ntai ned for
custoners, as well as fromthe sale of soft drinks, candy, and
m scel | aneous itens. Custoners purchased tokens to operate the
ganes fromtwo token machines on the prem ses. The token
machi nes accepted $5 and $1 bills, as well as quarters, and
di spensed a correspondi ng nunber of tokens. The token nachines
contai ned neters designed to record each insertion of a bill or
coi n.

Met er Readi ngs

Twi ce each day, M. Karcho recorded the readings fromthe
meters in the token machi nes on a docunent |abel ed "Token
Machi nes- Met er Readi ngs" (Meter Readi ngs Sheet). Each Meter
Readi ngs Sheet listed the total nunber of tines the neters
recorded the insertion of a $5 bill, $1 bill, or quarter during a
day. The sheet in addition converted these currency totals into
a total cash figure. Sonme of the Meter Readi ngs Sheets al so
contained entries at the bottom for individual electronic ganes
and for itens identified only with initials. Dollar figures were
recorded for these entries, which were added to the total cash
figure recorded for the day. M. Karcho nade such recordi ngs on
the Meter Readi ngs Sheets generally every day for each of the

years at issue.



Daily I ncone and Cash Recei pt Records

For each business day during the years in issue, Ms. Karcho
prepared a docunent entitled “Daily Incone Report” that recorded
a dollar figure equal to the anmount of cash that M. Karcho
deposited into Banner’s bank account for that business day. A
bank receipt for the anobunt of the deposit for each business day
was al so retained. The dollar figure on the “Daily |Incone
Report”, which was equal to the bank deposit, was substantially
| ess than the total cash figure recorded on the Meter Readi ngs
Sheet for the sane day. |In addition, Ms. Karcho prepared daily
records | abel ed “Cash Receipts” which listed the daily figure for
t he bank deposit (under “Bank Deposit”) and purported to break
this figure down into conponents, based on the source of the
i ncone, |abeled “Arcade Gane |Incone”, “Food & Pop Sal es”, as well
as other sales, cash anounts, and receipts. The daily anounts
recorded for “Arcade Gane Incone” by Ms. Karcho were
substantially | ess than the corresponding daily total cash
figures recorded on the Meter Readi ngs Sheets by M. Karcho.

Wth respect to the amounts recorded by Ms. Karcho as “Food &
Pop Sal es”, petitioners have now conceded that these anbunts
understated the proceeds from Banner’s sale of food itens by
$16,428.50 in the 1987 taxable year, $21,230.90 in 1988,
$14,241.27 in 1989, and $9, 269.70 in 1990.
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The foregoing Daily Income and Cash Recei pts records were
provi ded by petitioners to their accountant for purposes of
prepari ng Banner’s Federal incone tax returns covering each of
the years in issue. The returns reported Banner’s gross receipts
as equal to the anpbunts deposited into Banner’s bank account.

Reconciliati on Sheets

Petitioners naintai ned another set of records during the
years in issue, also |abeled “Daily Income Report”. These
records, which for the sake of clarity we shall refer to as the
Reconciliation Sheets, generally contained entries, for each
busi ness day, under headings |abeled “Daily |Incone”, “Deposit”,
“Part-Tinme”, and “Net Incone”. |In contrast with the “Daily
I ncone” figures recorded on the Daily Income Report/Cash Receipts
records described above, which treated the day’'s bank deposit as
equal to “Daily Incone”, the entries under “Daily Inconme” on the
Reconci liation Sheets generally match the total cash figure from
the Meter Readi ngs Sheet for the sanme day. The entries under
“Deposit” generally match the day’s bank deposit. The entries
under “Net Incone” reflect the difference; i.e., the anmount by
which the “Daily Income” entry exceeded the “Deposit” entry, |ess
any anount entered under “Part-Time” (which only occasionally

contai ned an entry).



Representati ve Sanpl e of Records

A representative sanpling of the various types of records
kept by petitioners, all covering the period March 9-15, 1987,
fol |l ows.

The Meter Readi ngs Sheets for this period contain, inter

alia, the follow ng entries:

Day Dat e Total cash figure
Mbonday March 9, 1987 $558. 25
Tuesday March 10, 1987 613. 00
Wednesday March 11, 1987 577.00
Thur sday March 12, 1987 609. 00
Fri day March 13, 1987 813. 25
Sat ur day March 14, 1987 1,174.00
Sunday March 15, 1987 937. 25

The “Daily I nconme Report” and “Cash Receipts” entries for the
sane period were:

Daily | ncone Report

Day Dat e Total Deposit
Monday March 9, 1987 $375. 00
Tuesday March 10, 1987 352. 00
Wednesday March 11, 1987 369. 00
Thur sday March 12, 1987 393. 00
Fri day March 13, 1987 413. 14
Sat ur day March 14, 1987 400. 00

Sunday March 15, 1987 394. 62



Cash Recei pt s?

Arcade Food O her Cash
Deposi t Day of Bank Gane & Pop Recei pt s
Day Dat e Busi ness Deposit |ncone Sales Anpunt Descri ption
Monday 03/12/87 03/09/87 $375.00 $375.00 --- --- ---

Tuesday 03/12/87 03/10/87 352. 00 352. 00 --- --- ---
Wednesday 03/16/87 03/11/87 369. 00 369. 00 --- --- ---
Thur sday 03/16/87 03/12/87 393. 00 393. 00 --- --- ---

Fri day 03/16/87 03/13/87 413. 14 413. 14 --- --- ---
Sat ur day 03/16/87 03/14/87 400. 00 350. 00 $50. 00 --- ---
Sunday 03/19/87 03/15/87 394. 62 394. 62 --- --- ---

! The entries under the "Food & Pop Sal es" colum of the cash receipts
records appeared each Saturday and generally showed a round figure between $30
and $70. Entries under the "Qther Cash Receipts" colum appeared infrequently
and generally recorded public tel ephone conm ssions or proceeds fromthe sale
of an arcade gane.

The record in this case contains only the “Cash Receipts” records for
1987, 1988, and 1989. Nonethel ess, petitioners have stipulated that they
provided simlar records to their accountant for each of the years in issue.

The Reconciliation Sheets (which petitioners actually
| abel ed as “Daily Income Report”) contain the following entries
for the sanme period:

Daily Incone Report [Reconciliation Sheet]

March 1987

Dai | y Part - Net
| ncone Deposi t Ti ne | ncone!
Monday, March 9 $558. 00 $375. 00 --- $183. 00
Tuesday, March 10 613. 00 352. 00 --- 261. 00
Wednesday, March 11 577.00 369. 00 --- 208. 00
Thur sday, March 12 609. 00 393. 00 --- 216. 00
Fri day, March 13 813. 00 413. 14 $59. 50 340. 36
Sat urday, March 14 1,174. 00 400. 00 300. 00 474. 00
Sunday, March 15 957. 62 394. 62 --- 563. 00
$5, 301. 62 $2,696. 76 $359.50 $2,245.36

1ln sonme instances, this colum was | abel ed “Net Cash”.



A review of the foregoing sanpling shows that, on the
Reconciliation Sheet, the “Daily Income” figure ties to the daily
total cash figure on the correspondi ng day’ s Meter Readi ngs
Sheet, whereas the Daily Incone Report and Cash Recei pt entries
tieinonly to the bank deposit figure. Further, the Daily

| nconre Report and Cash Receipt entries tie in to each other in
the sense that the latter appears to be a breakdown, by source,

of the figures on the forner. Petitioners kept simlar records
covering all of the periods in issue.

Search of Petitioners’ Pren ses and Records Sei zure

Al'l of the records previously described were confiscated in
connection with a search of Banner’s business prem ses and
petitioners’ residence by respondent’s Crimnal Investigative
Division (CID) in February 1991. Also found anong petitioners
records was an addi ng machi ne tape prepared and | abel ed by Ms.

Karcho as foll ows:

Pocket Mbney
#8*2386.......

9, 643. 46
9, 530. 22
7,505. 18
9, 567. 25
10, 945. 88
8,971. 98
7, 857. 06
7,075. 68
7,245. 60
78,342. 31

RPRPRPRPNWPROOIO N
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Met er Readi ng

21, 254. 37
21,835.31
18, 254. 49
20, 463. 36
21, 646. 46
19, 004. 57
18, 787. 77

2 17,315.88
1 17,674.56
176, 236. 77

PRRNWAO O
I T S S T

The amounts |isted under “Pocket Mney” are equal to the nonthly
totals for the “Net Inconme” columm of the Reconciliation Sheets
for 1987. The anmounts under “Meter Reading” are equal to the
1987 nmonthly totals for “Daily Inconme” on the Reconciliation
Sheets (which mrror the cash totals recorded on the daily Meter
Readi ngs Sheets for that period).

In addition to the seized docunents, the CID found a safe
built into the basenent floor of petitioners’ residence, which
was enpty. Elsewhere in the residence, the CID found
approxi mately $10, 000 in cash.

Cash Expendi tures and Cashier's Checks

During the years in issue, petitioners had substanti al
anounts of cash at their disposal, and M. Karcho frequently used
cash and cashier's checks to carry on his personal affairs. On
or about June 4, 1988, M. Karcho purchased an autonobile in
exchange for which he provided anot her autonobile and $14,000 in

cash. Also in June of 1988, M. Karcho sold a 1973 Rolls Royce
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for $27,500. M. Karcho requested that the purchaser pay the
$27,500 in the formof three cashier's checks for $9,500, $9, 500,
and $8,500. During 1989, M. Karcho purchased 22 cashier's
checks, all in amounts | ess than $8, 000, totaling $65, 942. 30.

The checks were payable to M. Karcho, and he purchased at | east
19 of themw th cash. During 1990, M. Karcho purchased 17
cashier's checks, all in anmounts |less than $7,000, totaling

$59, 100. 00. These checks were al so payable to M. Karcho, and he
paid for themin cash. From approximately late-July to m d-
August 1990, M. Karcho purchased four cashier's checks: three
for $9,000 and one for $3,000. These checks he used for the
purchase of a 1986 Excali ber autonpobile. 1In addition, M. Karcho
made a downpaynent on a residence with 13 cashier's checks, each
for an anpbunt |ess than $3,000, that he purchased between

August 24, 1990, and January 16, 1991.

Crimnal Investigation and Quilty Pl ea

The search and records seizure noted earlier resulted froma
crimnal investigation of M. Karcho initiated in 1991. M.
Karcho was ultimately charged with one count of attenpted incone
tax evasion for the 1987 taxable year, in violation of section
7201, and one count of structuring transactions with intent to
evade currency reporting requirenents, in violation of 31 U S. C
sec. 5324(3) (1994), in connection with the purchase of 13

cashier’s checks between August 24, 1990, and January 16, 1991.
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He pleaded guilty to each, in connection with which he admtted
the foll ow ng:

| provided ny accountant with fal se information
regardi ng nmy 1987 incone which caused himto prepare a
fal se return that substantially underreported mnmy incone
for that year. | signed the return and then filed it
with the IRS. | also structured a transaction in which
| bought real estate * * * by purchasing 13 cashiers

[ sic] checks fromvarious banks each | ess than

$3, 000.00 to avoid the reporting requirenments under
Federal |aw.

Arcade Operations

Banner woul d often rent out the arcade on weekend norni ngs
for children's private parties in which participants were all owed
unlimted play on the games for 1 to 2 hours for a set fee. To
supply the participants wth tokens, M. Karcho would unl ock the
t oken machines and trigger a switch that caused the rel ease of
tokens. M. Karcho would then hand out tokens to the
partici pants on an as needed basis. M. Karcho kept the keys to
t he token machi nes; when he was not present for private parties,
he woul d provi de an enpl oyee with cash for the purpose of
obt ai ning tokens fromthe token machines to distribute.

M . Karcho enpl oyed part-tine help at the arcade whom he
paid with cash that was not reported on Banner's returns.

Banner cl ai med deductions for “salaries and wages” on its returns
for the fiscal years ended February 28, 1987, and February 29,
1988, but not on its returns for the years ended February 28,

1989 and 1990.
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During 1984 and 1985, the arcade industry began facing
conpetition from hone video ganes that caused nany arcades in the
area surroundi ng Banner to go out of business. However, although
Banner’s busi ness declined, M. Karcho kept the arcade in
busi ness and continued to run it through the tinme of trial, sonme
6 years after the last of the years in issue in this case.

In applying for a Gty of Royal QGak, M chigan, business
license in 1987, M. Karcho knowingly failed to report 8
el ectroni c ganes nmai ntai ned on Banner’s busi ness prem ses. By so
doing, M. Karcho tenporarily evaded licensing fees of $100 per
gane, until an inspection by the Gty reveal ed the undi scl osed
ganes.

Noti ce of Deficiency

On April 8, 1996, respondent issued a notice of deficiency
covering petitioners’ 1987, 1988, 1989, 1990, and 1991 taxable
years. Respondent determ ned the unreported inconme for each year
at issue by treating Banner’s gross receipts as equal to the
total of the daily Meter Readi ngs Sheets for each year, plus
estimated receipts fromthe sale of food and m scel |l aneous itens,
and subtracting the gross receipts reported on Banner’s return

for each year.?

2 The records exam ned by respondent did not contain Meter
Readi ngs Sheets for January and February of 1991; as a result,
respondent did not determ ne that there was any unreported arcade

(continued. . .)



OPI NI ON

Defi ci ency

The record in this case anply denonstrates that petitioners
mai nt ai ned two sets of books with respect to the operations of
Banner. One set, provided to their accountant each year for
pur poses of preparing Banner’s Federal incone tax returns,
recorded gross recei pts as an anount equal to the deposits made
to Banner’s corporate bank account. These records al so purported
to provide a breakdown of the daily bank deposit figure into
categories by source of incone (e.g., “Arcade Gane |Incone”, “Food
& Pop Sales”) which, at least in the case of the “Food & Pop
Sal es”, petitioners have conceded substantially understated gross

recei pts.® The other set of records, which cane to light as a

2(...continued)
gane incone with respect to those nonths in 1991. In addition,
there were no records with respect to food sales for Banner’s
1991 taxable year, and as a result respondent did not determ ne
any unreported incone with respect to food sales for that year.

The parties have reached agreenment with respect to the
anount of gross receipts, as well as additional costs of goods
sold, attributable to Banner’s food sales in 1987, 1988, 1989,
and 1990. See supra note 1. Accordingly, the unreported incone
that remains in dispute concerns arcade gane receipts only.

2 The record in this case contains the “Daily | ncone
Records”, which treat a day’s bank deposit anmount as that day’s
gross receipts, covering all of the years in issue except 1991.
The “Cash Receipts” records in evidence, which purport to break
down the bank deposit anobunt into conponents such as arcade gane
and food sales, cover all years except 1990 and 1991. However,
petitioners have stipulated that they provided simlar records to
their accountant for each year at issue for purposes of preparing

(continued. . .)
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result of being seized during the execution of a search warrant
covering petitioners’ business prem ses and residence, recorded
gross receipts as an anount equal to the daily cash totals
conpiled by M. Karcho based on daily readings of the token
nmeters as entered on the Meter Readi ngs Sheets. The gross

recei pts figures so recorded are substantially greater than those
recorded in the other set of records. Moreover, these records
illustrate that petitioners were tracking the cash that was not
bei ng deposited into Banner’s bank account (or reported to their
accountant); that is, the records |list, for each business day, an
anount corresponding to the total cash figure recorded on the

Met er Readi ngs Sheet, the anobunt deposited into Banner’s bank
account, and the difference between these figures, frequently
denom nated as “net”.*

Respondent determ ned that petitioners had unreported inconme
from Banner by treating the Meter Readi ngs Sheets as an accurate
measure of Banner’s gross receipts from arcade gane sal es.
Specifically, respondent determ ned Banner had unreported i nconme

in each year from arcade gane sales equal to the anmount by which

3(...continued)
Banner’s i ncone tax returns.

4 Certain nonthly totals of this daily “net” figure were
| abel ed “pocket noney” on one of the seized docunents.
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the total cash receipts recorded on the Meter Readi ngs Sheets
exceeded the anount reported on Banner’s return.

The record in this case denonstrates an evidentiary
foundation for respondent’s determ nation of unreported incone.
Petitioners do not dispute that M. Karcho wholly owned Banner,
an S corporation that operated a cash-based anusenent arcade.
Thus, petitioners have the burden of show ng error in

respondent’s determ nation of unreported incone. See Pittman v.

Comm ssi oner, 100 F.3d 1308, 1313 (7th Gr. 1996), affg. T.C

Meno. 1995-243; United States v. Walton, 909 F.2d 915, 918 (6th

Cr. 1990).

Taxpayers are required to keep such records as are
sufficient to establish taxable incone. See sec. 1.6001-1(a),
I nconre Tax Regs. |[|f the taxpayer does not keep such records or
the records are inaccurate, the Conmm ssioner has “great |atitude”
to reconstruct the taxpayer’s incone by any reasonabl e neans.

G ddio v. Comm ssioner, 54 T.C 1530, 1532-1534 (1970); see

Harbin v. Conm ssioner, 40 T.C 373, 377 (1963). In the instant

case, petitioners are in a largely untenable position with
respect to their records, it having been discovered that they
kept two sets of books, each appearing to record the incone of
Banner. Petitioners have effectively conceded that the Daily

| ncone/ Cash Recei pts records did not accurately record Banner’s

gross i ncone and expenses, due to their stipulation that the
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anounts recorded on those records fromthe sale of food and

m scel | aneous itens understated i ncone by substantial anounts.

Al so, in connection with his guilty plea for attenpted i ncone tax
evasion for 1987, M. Karcho admtted, in reference to the Daily
| ncone/ Cash Recei pts records, that such records were fal se, and
petitioners have stipulated that simlar records were provided to
their accountant for each year in issue for purposes of preparing
Banner’s inconme tax returns. Finally, petitioners argue on brief
that al though the Daily I ncone/ Cash Recei pts records did not
record all of Banner’s gross receipts, they are neverthel ess
substantially accurate as to Banner’s net inconme because they

al so did not record nunerous expenses that were paid with
unrecorded cash. As for the other set of records (the Mter

Readi ngs Sheets and the Reconciliation Sheets that tie in to
them, petitioners attenpt to dismss themas entirely
fictitious. |In these circunstances, respondent is entitled to
reconstruct petitioners’ income by any reasonabl e neans. See

G ddio v. Conm ssioner, supra; Harbin v. Comm ssioner, supra, and

cases cited therein. On the basis of this record, we believe
respondent’s use of the Meter Readi ngs Sheets to reconstruct
petitioners’ inconme is reasonable.

Petitioners nount various assaults on respondent’s use of
the Meter Readings Sheets in an attenpt to show error in the

i ncome reconstruction. First, as noted, M. Karcho testified
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that the Meter Readi ngs Sheets were entirely fictitious,
mai nt ai ned and deliberately inflated by himin order to m sl ead
prospective purchasers as to the profitability of the arcade.
This self-serving testinony is uncorroborated and i nprobable, and
we need not accept it. Oher than his testinony, there is no
evidence that M. Karcho attenpted to sell the arcade, and he
still owned it at the tinme of trial, some 6 years after the |ast
of the years in issue. Further, exam nation of the Meter

Readi ngs Sheets shows that they, along with the Reconciliation
Sheets that reconciled themw th Banner’s bank deposits, were
meticul ously kept on a daily basis for several years. W do not
believe that petitioners would have gone to these |lengths nerely
to mslead a prospective purchaser. Petitioners’ contention that
the Meter Readi ngs and Reconciliation Sheets were nere
concoctions is not credible.

As a fallback, petitioners adduced various testinony to the
effect that the token machine neters were inaccurate because (i)
they frequently mal functioned, (ii) M. Karcho routinely unl ocked
t he machi nes and manual ly rel eased tokens to give out at private
parties at the arcade, or (iii) M. Karcho, when he could not be
present to unlock the nmachi nes, would give as much as $200 in
cash to a Banner enployee who would use it to obtain tokens from

the machines to give out at private parties.
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We accord little weight to this testinony. Only M. Karcho
testified that the mal functions of the token machi nes or the
manual rel ease of tokens resulted in the nmeters recording the
insertion of cash when it did not occur; no other w tness
corroborated this point. As for the use of business cash to
obtain tokens for private parties, the enployee who corroborated
this practice worked at the arcade for no nore than 4 nonths of
the 46 nont hs® covered by respondent’s inconme adjustnents, and
the practice only occurred on those weekends when M. Karcho was
not present. W are satisfied in the circunstances of this case
that the Meter Readi ngs Sheets are a reasonably accurate record
of Banner’s gross receipts for the years at issue, which is
sufficient to sustain the deficiency determ nation. Respondent’s
reconstruction of petitioners’ inconme need only be reasonabl e;

precision is not required. See Harbin v. Conm ssioner, supra;

Canpi se v. Comm ssioner, T.C. Menp. 1980-130.

The probability that the Meter Readi ngs Sheets are
reasonably accurate is enhanced by other factors. The higher
gross receipts reflected on them provide a pl ausi bl e expl anati on
of the source of the substantial cash that M. Karcho had at his

di sposal during the years in issue. M. Karcho' s expl anation for

> No adjustnments were nmade with respect to the last 2
mont hs of Banner’s fiscal year ended Feb. 28, 1991, due to the
absence of Meter Readi ngs Sheets covering that period.
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this cash--that he had a cash hoard saved since chil dhood--is not
credible.® Also, petitioners concede on brief that Banner had
unreported inconme. Finally, the nature of the Meter Readi ngs
Sheets thensel ves, the figures on which are detailed and
meti cul ous, not rounded or repetitive, |lend support to their

aut henticity.

Petitioners’ next argunment proceeds on the concession that
Banner had unreported gross receipts from arcade gane sal es.
Petitioners argue that even if Banner had gross receipts in
excess of the amounts recorded on the Daily I nconme/ Cash Receipts
records and reported on Banner’s returns, the returns nonethel ess
accurately reflected taxable inconme because Banner paid expenses
w th unreported cash, such as for part-tinme wrkers, food and
m scel | aneous supplies, and gane parts and repairs. Except in
the case of part-time workers (discussed infra), petitioners’
cl ai mof unreported expenses is supported only by vague
testinmony. They provided no basis on which any anount of such

expenses night be estimated,’ | et al one an anount equal to the

6 W note in this regard that M. Karcho purchased Banner
in 1985 for $25,000 cash and a $25,000 note to the seller. |If
M. Karcho had a cash hoard predating his acquisition of Banner
of the size that would account for his cash transactions during
the years in issue, we wonder why he found it necessary to
finance one-half of the acquisition price.

" On brief, petitioners argue that a conparison of the
deductions taken on the last tax return filed by Banner under its
(continued. . .)
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unreported i ncone determ ned by respondent. Cf. Cohan v.

Commi ssioner, 39 F.2d 540, 543-544 (2d Cr. 1930)(court may

estimate the anpbunt of deductible expenditures if convinced such

expendi tures were nmade); Vanicek v. Comm ssioner, 85 T.C 731,

742-743 (1985) (court nust have some basis on which to nake an
estimate under the Cohan rule). Petitioners’ argunent fails,
anong ot her reasons, for |ack of substantiation.

There is one respect in which respondent’s reconstruction of
petitioners’ inconme from Banner is not reasonable, however. The
Reconci liation Sheets consistently list a gross receipts anmount
for each day (which corresponds to the cash total for that day on
the Meter Readings Sheet), fromwhich is subtracted (i) a bank
deposit anmount and (ii) an anmount, generally once or twice a
week, | abeled “part”, “part tine”, or “part/full workers” to
produce a net figure generally |abeled “net” or “net income” or
“net cash”. Petitioners contend that the anbunts in the “part
time” colums represent the paynent of cash to workers at the
arcade, which should give rise to a deduction. That workers were

sonetinmes paid in cash and sonetinmes by check is corroborated by

(...continued)
previ ous ownership wth the deductions cl ai med by Banner during
the years in issue provides support for their contention that
Banner understated deductions during the years in issue because
they were paid in cash. W reject this argunent. As far as the
record reveals, the return filed by the previous owner was never
audited, and return positions are not evidence.
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ot her testinony. Respondent has not allowed any offset for these
anounts in his inconme reconstruction and contends that it cannot
be ascertai ned whether all or part of these anmobunts was al ready
deduct ed on Banner’s returns.

We disagree with respondent in part. Exam ned as a whol e,
the Reconciliation Sheets produce a strong inference that
petitioners maintained themto keep track of their net unreported
cash fromthe business. The “part tinme” anounts were recorded
nearly as neticul ously over a period of years as the totals from
the Meter Readi ngs Sheets. Respondent’s reconstruction of
Banner’s incone effectively treats the Reconciliation Sheets® as
accurate insofar as they record cash receipts but disregards them
insofar as they record cash expenses that m ght reduce incone.

An exam nation of Banner’s tax returns reveals that for sone of
the years in issue, Banner took no deduction for “salary and
wages”. We conclude that for certain years in which Banner did
not claima deduction for wages (Banner’s fiscal years ended
February 28, 1989 and 1990) a reasonabl e reconstruction of
Banner’s incone requires an offset for the anounts recorded under

“part tinme”; nanely, $28,914 in 1989 and $28,410 in 1990.° W

8 Al though respondent’s incone reconstruction enpl oyed the
Met er Readi ngs Sheets and not the Reconciliation Sheets, the
gross receipts figures on each are the sane.

® One nonth (March 1989) is missing fromthe Reconciliation
(continued. . .)
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agree with respondent that for 1987 and 1988, no such adj ust nent
woul d be reasonabl e, because Banner deducted anounts for wages in
t hose years and the record does not indicate whether these
anounts were paid by cash or check. Wth respect to 1991, we do
not believe any offset is appropriate because the reconstruction
of gross receipts for that year is obviously inconplete. That

is, there were no Meter Readi ngs Sheets for the last 2 nonths of
fiscal year 1991 and no food sales records for the entire year;
as a consequence, respondent did not determ ne any additional
gross receipts fromthose sources for those periods.

Accordi ngly, we sustain respondent’s determ nation that
petitioners had unreported i ncome from Banner of $143,552 for
1987, $149, 458 for 1988, and $21,603 for 1991. W further hold
that petitioners had unreported i ncone from Banner of $131, 686
for 1989 (i.e., respondent’s reconstruction of $160, 600 |ess an
of fset of $28,914 for wages paid with unreported cash) and
$109, 566 for 1990 (i.e., respondent’s reconstruction of $137,976

| ess an of fset of $28,410 for wages paid with unreported cash).

°C...continued)
Sheets for Banner’s fiscal year ended Feb. 28, 1990, in the
record.



Fraud

Respondent al so determ ned that petitioners are |liable for
(i) additions to tax for fraud under section 6653(b)(1)(A) and
(B) for 1987, (ii) an addition to tax for fraud under section
6653(b) for 1988, and (iii) a penalty for fraud under section
6663 for 1989, 1990, and 1991.

Respondent bears the burden of proving fraud and nust
establish it by clear and convincing evidence. Thus, we do not
bootstrap a finding of fraud upon a taxpayer’s failure to
di sprove the Comm ssioner’s deficiency determnation. See Parks

v. Conm ssioner, 94 T.C. 654, 660-661 (1990).

To carry his burden of proof, respondent nust show by cl ear
and convinci ng evidence both (1) that an underpaynent of tax
exists for each year in issue and (2) that at |east sone part of
t he under paynent was due to fraud. See secs. 6653(b), 6663(a),

7454(a); Rule 142(b); D Leo v. Conm ssioner, 96 T.C. 858, 873

(1991), affd. 959 F.2d 16 (2d Cr. 1992); Hebrank v.

Comm ssioner, 81 T.C. 640, 642 (1983). |If the Conm ssioner

establishes that sone portion of the underpaynent is attributable
to fraud, the entire underpaynent shall be treated as

attributable to fraud, except with respect to any portion of the
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under paynment which the taxpayer establishes is not attributable
to fraud.!® See secs. 6653(b)(2), 6663(b).

Where joint returns are filed, the fraud of one spouse is
not automatically attributed to the other; the other spouse is
not liable for fraud unl ess the Conm ssioner shows that sone part
of the underpaynent is due to the fraud of such other spouse.

See secs. 6653(b)(3), 6663(cC).

The Conmm ssioner neets his burden of proof if it is shown
that the taxpayer intended to evade taxes known to be ow ng by
conduct intended to conceal, m slead, or otherw se prevent the

coll ection of such taxes. See Hagaman v. Commi ssioner, 958 F. 2d

684, 696 (6th GCr. 1992) (citing United States v. WAlton, 909

F.2d 915, 926 (6th Cr. 1990)), affg. and remanding T.C. Meno.

1987-549; Rowl ee v. Conm ssioner, 80 T.C. 1111, 1123 (1983). A

conviction for the willful attenpt to evade or defeat incone
t axes under section 7201 precludes a taxpayer in a subsequent
civil proceeding fromdenying that an underpaynent in his incone
tax for the taxable year of conviction was due to fraud. See

Gray v. Comm ssioner, 708 F.2d 243 (6th Cr. 1983), affg. T.C

Meno. 1981-1; Plunkett v. Conm ssioner, 465 F.2d 299 (7th Gr

10 Sec. 6663(b), applicable to petitioners’ 1989, 1990, and
1991 taxable years, clarifies that petitioners need only
establish by a preponderance of the evidence that sone portion of
t he underpaynent is not attributable to fraud.
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1972), affg. T.C. Meno. 1970-274; Tominson v. Lefkowtz, 334

F.2d 262, 265 (5th Cr. 1964).
Absent such estoppel, the existence of fraud is a question
of fact to be decided on consideration of the entire record. See

Gaj ewski v. Conm ssioner, 67 T.C. 181, 199 (1976), affd. w thout

publ i shed opinion 578 F.2d 1383 (8th G r. 1978). Because direct
proof is seldom available, fraud may be proven by circunstanti al

evi dence. See Stephenson v. Conmissioner, 79 T.C. 995, 1005-1006

(1982), affd. 748 F.2d 331 (6th Cir. 1984): Qi suki v.

Comm ssi oner, 53 T.C. 96, 105-106 (1969). Moreover, the

t axpayer's entire course of conduct may establish fraud, see

Spies v. United States, 317 U. S. 492 (1943), and in determ ning

fraud, we take into account the taxpayer's experience and

education; see Sol onmon v. Conmi ssioner, 732 F.2d 1459, 1461-1462

(6th Cr. 1984), affg. per curiamT.C Meno. 1982-603.
Keepi ng a second set of false records creates an especially
strong inference of an intent to defeat or evade taxes. See

Spies v. United States, supra at 499; Lee v. Conmm ssioner, T.C.

Menmo. 1995-597; Raeder v. Comm ssioner, T.C. Menp. 1965-230; 57

Herkiner St. Corp. v. Comm ssioner, T.C. Mnp. 1961-223, affd.

per curiam 316 F.2d 726 (5th Gr. 1963). Oher indicia or
"badges" of fraud include: (1) Understating incone; (2) failure
to report income over an extended period of tinme; (3) giving

i npl ausi bl e or inconsistent explanations of behavior; (4)
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conceal ing assets; (5) engaging in illegal activities; and (6)

dealing in cash. See Bradford v. Conmm ssioner, 796 F.2d 303,

307-308 (9th Gir. 1986), affg. T.C. Meno. 1984-601; Recklitis v.

Commi ssioner, 91 T.C 874, 910 (1988); Row ee v. Conm ssi oner,

supra at 1125. A showi ng of the taxpayer’s willingness to
defraud others is also relevant in determ ni ng whether he
commtted fraud with respect to his inconme tax obligations. See

McGee v. Conm ssioner, 61 T.C. 249, 260 (1973), affd. 519 F.2d

1121 (5th Gr. 1975). Moreover, engaging in conduct to avoid
currency-reporting provisions al so evidences the type of

conceal nent indicative of tax fraud. See Parks v. Commi Sssi oner,

94 T.C. 654, 665 (1990); Podolece v. Comm ssioner, T.C Meno.

1992-227; Savage v. Commi ssioner, T.C Meno. 1992-129; Sea Sports

Center, Inc. v. Comm ssioner, T.C. Menp. 1991-209, affd. w thout

publ i shed opinion 979 F.2d 1537 (11th Cr. 1992); Morris v.

Conmi ssioner, T.C. Menp. 1990-580.

On the basis of our review of the entire record, we believe
respondent has shown by cl ear and convincing, indeed
overwhel m ng, evidence that both petitioners commtted fraud for
each of the years in issue. An exam nation of the dual sets of
records mai ntained by petitioners, together with the
ci rcunst ances under which such records cane to |ight and M.
Karcho's recurrent dealings in |large amunts of cash (which |ed

to a structuring conviction), |eads inescapably to the concl usion
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that petitioners kept two sets of books for the specific purpose
of concealing |arge portions of Banner’s incone to avoid paying
tax thereon. One set of records, which was provided to their
accountant for purposes of preparing Banner’s tax returns,
purported to denonstrate that Banner’s gross recei pts were equal
to the anbunts deposited into its bank account, which was not the
case. The other set, which recorded substantially higher

recei pts for each year in issue, creates a very strong inference
that the cash deposited into Banner’s bank account did not
constitute the business’ entire gross receipts.

As for the establishnent of an underpaynent in each year
petitioners have stipulated that they had substantial amounts of
unreported gross receipts fromthe sale of food itens for every
year in issue except 1991, conclusively establishing an
under paynent for those years. Wth respect to the 1991
under paynent, as well as the remainder of each underpaynent in
the other years, we believe that the evidence establishes clearly
and convincingly that the Meter Readi ngs Sheets accurately
recorded gross receipts fromarcade gane sal es, denonstrating
that there was an underpaynent arising fromthe understatenent of
gross receipts fromthis source as well. Petitioners efforts to
portray the Meter Readings Sheets as fictitious or erroneous are

i npl ausi bl e, inconsistent, and unpersuasive, and they have not
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offered a credible explanation of the source of the very |large
anmounts of cash at M. Karcho's disposal during this period.

As for fraudulent intent for each of the years in issue, we
believe petitioners’ maintenance of two sets of books, and their
provi ding the erroneous version to their accountant for tax
reporting purposes in each year, is virtually conclusive on the
guestion of fraudulent intent in each year. |In any event, there
are additional indicia of fraud, including the extended period in
whi ch income was understated, the extensive dealings in cash and
cashier’s checks that were obviously designed to circunmvent
currency-reporting requirenents, and M. Karcho's admtted
m srepresentations to local authorities in an effort to reduce
his licensing fees. Finally, M. Karcho' s section 7201
conviction wth respect to 1987 estops himfrom denying
fraudul ent intent in that year.

We al so concl ude that respondent has established that sone
portion of the underpaynent is attributable to the fraud of each
petitioner. Although petitioners argue that Ms. Karcho did not
commt fraud, we believe the evidence shows that Ms. Karcho was
intimately involved in the fraudul ent record keeping in each
year. It was Ms. Karcho, who was enployed as a billing system
anal yst, who prepared the fal se records given to the accountant,
whi ch records were designed to decei ve because they purported to

break down the bank deposit anobunts into fictitious subtotals
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based on the source of receipts. Al so, anong the records seized
by respondent’s agents was an addi ng nmachi ne tape on which Ms.
Karcho had | abel ed the unreported nonthly cash tallies as “pocket
noney” .

We hol d that respondent has established by clear and
convi nci ng evidence that the underpaynents in each of the years
in issue are attributable to the fraud of each petitioner and
that petitioners have not established that any portion of such
under paynents is not attributable to fraud. Accordingly, the
period for assessnment with regards to those years remains open.

See sec. 6501(c)(1); Sisson v. Comm ssioner, T.C Menp. 1994-545

(fraud for purposes of section 6501(c) is the sanme as fraud for
penal ty purposes), affd. w thout published opinion 108 F.3d 339
(9th Cr. 1996).
We have considered all of petitioners’ remaining argunents
and, to the extent not addressed herein, find themmeritless.
To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




